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At H2C, we frequently get this question from our clients: “What is our cost of 

capital?” It’s an important question that would seem to have a straightforward 

answer. But like many important questions, the answer requires context and 

knowledge. As such, we address the following in this article: 

▪ How cost of capital is determined 

▪ How to think about taxes as a not-for-profit 

▪ NPV, IRR, TV, and other “alphabet soup” items 
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There are two major reasons why not-for-profit hospitals and health systems should care about this topic: 

1. Return on capital is what was achieved rather than what was planned when using the appropriate cost of 

capital or hurdle rate; return on capital in excess of cost of capital is what growth is made of. 

2. Getting cost of capital wrong—and possibly overpaying—may risk loss of an organization’s tax-exempt 

status if that overpayment is found to be private inurement. 

Cost of Capital vs. Hurdle Rate vs. Project Risk 

Here is the second question a health system financial executive should ask: For what purpose will the cost-of-capital 

figure be utilized? Is the project considered a core component of the existing, hospital-based business enterprise? Or, 

should we use a rate different than our cost of capital—a hurdle rate or a rate appropriate to the risk of the project? 

For example, “cost of capital” may not be appropriate if you are evaluating a new, non-hospital ambulatory surgery 

center (“ASC”), imaging center, or physician acquisition and development program because the risks of those projects 

are fundamentally and demonstrably different, and higher, than for the core hospital-based business. Alternatively, it 

could be appropriate to use “cost of capital” for a hospital-based service maintenance or enhancement project. 

Finally, it may be appropriate to use a higher hurdle rate if the organization’s goal is to add financial value and 

growth.  

The decision to apply one’s cost of capital, or a risk-adjusted cost of capital, 

or a policy-based hurdle rate is up to each organization based on its mission 

and goals.  

Calculating Cost of Capital 

The truth is that capital cost can really be anything you want it to be—as 

long as you are prepared for the consequences of that choice. For example, 

one could use a low cost of capital or hurdle rate with many projects 

meeting the threshold. The result would be that lots would get done, and many project sponsors would be happy, but 

cash could decline, margins could erode, and earnings growth could reverse, possibly giving rise to compounding 

financial distress. Alternatively, a high cost of capital or hurdle rate would mean that much less would get done—

which might be good or bad, depending on your perspective. In either case, we are discussing only the cost of capital 

and not the integrity of the financial forecasts that accompany any project plan. 
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For a not-for-profit hospital or health system, one’s fund balance and the claim on income that grows that fund 

balance is analogous to the equity of a publicly traded or private, for-profit company. The only meaningful difference 

is that instead of shareholders, not-for-profit hospitals and health systems have communities to whom they owe 

many important things, including financial return expressed in the form of better service, better cost, and better 

health outcomes. 

Is there an “objective” way to assess cost of capital? Yes. Capital cost assessments rely on the market for publicly 

traded equity securities and the capital asset pricing model (“CAPM”). CAPM, which calculates an enterprise’s cost of 

equity capital (“Ke”), is used to calculate a business’ weighted average cost of capital (“WACC”), which includes the 

market values of both equity and net debt (e.g., debt plus preferred stock plus minority interest less cash and 

investments) costs. WACC is applied to operating cash flows derived from a business to determine net present value 

(“NPV”), which, in most cases, does not include investment and interest income or expense.   

CAPM has three components: 

1. The Risk-Free Rate (“Rf”), which is equal to the yield on treasury securities having a term similar to the 

project term. The current yield on 30-year treasuries is 1.25 percent. 

2. The Equity Risk Premium (“Rm-Rf”), which is the average return on the overall equity markets less the 

average Rf over a given time horizon. A reasonable Rm-Rf is 6 percent, though it could reasonably be higher 

or lower. 

3. Beta (“β”), which is the statistical measurement of the historical relationship between the movement in stock 

price of a particular equity security in relation to the overall equity markets. A number higher than 1.0 means 

that the stock is more volatile (risky) than the market, and a number less than 1.0 means that the stock is less 

volatile (risky). Currently, 0.7 is a reasonable unlevered (removing the impact of leverage, which is often quite 

high for publicly traded hospital companies) Beta for publicly traded health systems. 

This means that the calculated, unlevered cost of equity for publicly traded hospital companies is about 5.5 percent. 

This is important because many not-for-profit hospitals and health systems have zero net debt. While they may have 

considerable bond and other debt, they also tend to have at least as much cash and investments. Thus, the unlevered 

cost of equity for publicly traded securities is often equal to WACC for not-for-profit hospitals and health systems.  

That 5.5 percent cost of capital may seem wildly low, and, in most cases, it is. Most not-for-profit hospitals and health 

systems do not come even remotely close to the size and geographic diversity of many publicly traded hospital 

companies. Many are not able to match their operating financial performance, either. The size and diversity of publicly 

traded hospital companies substantially reduces risk. So, too, does superior financial performance. Additionally, the 

securities of publicly traded hospital companies are highly liquid, meaning that they are quickly and easily traded; 

not-for-profit hospitals and health systems are not. 

So, to the cost of equity calculated by CAPM must be added a premium related to lack of marketability, size, and 

diversity. Many studies have attempted to quantify this effect and can be used for guidance. In general, these studies 

apply a valuation discount ranging from 20 percent to 50 percent, which, because the cost of equity less a growth rate 

is the reciprocal of a multiple, can be applied as an increase of 25 percent to 75 percent in the cost of equity. Thus, a 

“reasonable” cost of capital for not-for-profit hospitals and health systems might currently range from 7 percent to 10 

percent.   

However, this approach is fundamentally backward-looking. Given the enhanced risks to hospitals and health systems 

today, we believe that an appropriate, enterprise-level cost of capital is between 8 percent and 12 percent, depending 

on circumstances. If evaluating non-core, non-enterprise projects, we believe the cost of capital should be risk-

appropriate, which often means 10 percent to 20 percent for the kinds of projects mentioned previously. 
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But What About Taxes? 

Many of our not-for-profit clients do not consider taxes because of the obvious fact that they do not pay any (or 

much) in taxes. But not including taxes, either by tax-effecting cash flows or grossing up the discount rate, could be a 

mistake. A not-for-profit that fails to consider taxes, even if it is not exposed to them, may overpay solely by virtue of 

its not-for-profit status. That is probably not something one would want to do, as it could lead to the loss of tax 

exemption if the overpayment is found to be 

private inurement. 

Internal Rate of Return (“IRR”), NPV, 

and Terminal Value (“TV”) 

Unless a project or business acquisition is 

expected to have a limited economic life, a 

terminal value should be calculated and used in 

calculating IRR and NPV.   

There are generally two approaches to this. The first is to apply a multiple to the forecast’s final period EBITDA or 

income. This is often the approach used in evaluating non-core projects, such as ASCs, in which acquisition multiples 

are well-known. The second is to calculate terminal value according to the Gordon Growth Model, which is to multiply 

the final period’s cash flow by one plus a perpetuity growth rate (generally the inflation rate) and then divide the 

product by the sum of the cost of capital minus the perpetuity growth rate.   

Either approach works in project assessment and valuation. However, because terminal values often represent the 

preponderance of total value, when performing a valuation based on the Income Approach (“DCF”), we sometimes 

prefer to use the Gordon Growth Model method because not doing so may simply result in a repeat of the Market 

Approach, in which transaction multiples from prior deals are applied.   

In any case, it is often instructive to compare the two approaches and, if large differences appear, to understand why. 

A Better Discipline? 

There may be a tendency among not-for-profit hospitals and health systems to comingle project return expectations 

with community benefit goals. We think a better approach might be to evaluate projects in a disciplined way and 

then, if so desired, apply the nonpayment of taxes and/or reduced return expectations as a clearly articulated and 

quantifiable statement of a decision to support community benefit either within the project itself or to other projects 

or programs. 

For example, if a project or program produces a negative $10 million NPV either because of the application of an 

implicit tax on income and/or because a reasonable project/program forecast fails to justify it, one might still wish to 

proceed (absent any potential inurement issue), but with the now-explicit recognition that the community benefit 

element to this project or program is $10 million. One might, in fact, budget negative NPV as representing quantified 

community benefit. 

  

A not-for-profit that does not consider taxes, 

even if it is not exposed to them, may overpay 

solely by virtue of its not-for-profit status. 
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About Hammond Hanlon Camp LLC 

Hammond Hanlon Camp LLC (“H2C”) is an independent strategic advisory and 

investment banking firm with a singular focus on healthcare. Our commitment to 

exceed our clients’ expectations begins with senior leadership on every 

engagement and continues with independent and objective strategic advice. Our 

belief in the markets and in the power of competition has resulted in loyal clients 

and long-term relationships. 

The experienced professionals at H2C are well positioned to serve as your trusted 

advisors. We have the expertise to understand the unique complexities of the 

healthcare industry and an in-depth knowledge of the range of potential 

alternatives essential to designing and implementing highly successful business 

and financial strategies. We bring in-depth knowledge and experience across the 

full continuum of care and across a wide range of healthcare-related businesses.  

H2C offers services in the following areas: 

▪ Strategy design, development, and execution 

▪ Mergers, acquisitions, and divestitures 

▪ Capital planning and management 

▪ Capital markets financial advisory and private placements 

▪ Real estate advisory and transaction execution services 

▪ Bankruptcy and restructuring  
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